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O P I N I O N-.---I-
This appeal is made pursuant to section 25666

of the Revenue and Taxation Code 'from the action of the
Franchise Tax Board on the protest of Myles Circuits,
Inc. against proposed a ssessments of additional franchise
tax in the amounts of $119,693 and $23,721 for the incom
years ended September 30, 1974 and 1975, respectively.
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Appellant's parent, D.F. Elyles Co., Inc.
(hereinafter referred to as "Myles"), a California car-
poration incorporated in 1970, was originally engaged in
the manufacturing of circuit boards for the electronics
industry. Recognizing the unpredictable nature of the
<circuit board business,, the sole sh'areholder and presi-
dent of Myles, Douglas F. Myles, decid'ed to diversify
the business activities of his corporation in order to .
insulate it from complete depe'ndence upon one business
activity. During its 1973 income year, Myles acquired a
plum orchard, an interest in a vineyard previously <doing
business under the name Rio Blanc0 Vineyards, and 237
head of cattle located in Texas. Confronted with an
unwillingness on the part of commercial banks to lend
the money necessary to pay for these assets, Myles
accepted the suggestion of its bank that it establish
the circuit board business as a corporate entity dis-
tinct froln its other activities. In this manner, the
bank explained, the separately incorporated circuit
board business could obtain a loan; that corporation
could then lend the borrowed funds to the entity holding
Myles' other interests.

On October 1, 1973, two wholly owned subsid-
iaries of Myles were created: Myles Properties, Inc.
(hereinafter referred to as "Properties") and appellant.
Myles' assets from the circuit board manufacturing
business were placed in appellant, which operated solely
within California under the active management of Mr.
Myles. Myles' other interests, together with a lirr,ited
partnership interest in Selma Fruit Company and the
commercial building in which the circuit board business
operated, were placed in Properties. Myles became a
holding company. With the exception of the cattle busi-
ness, the affiliated group's various business activities
were.conducted entirely in California.

During the. appeal years, Properties' vineyard,
cattle, and plum orchard were managed by independent
management firms. Farm Financial, Inc. was responsible
for the vineyard, Stratford of Texas, Inc. (hereinafter
referred to as "Stratford") managed Properties' cattle,
and the operation of the plum orchard was overseen by
Associated Farm Management, Inc. The management ccntracts
between Properties and each of the three aforementioned
firms set forth that the latter would supervise and be
directly responsible for Properties' various interests.
Specifically, the management firms agreed to perform all
services and furnish all supervision, materials, and
labor necessary for the customary and proper care cf
Properties' investments.
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As previously indicated, Mr. Elyles was actively
involved in the management of appellant's circuit board
business. His involvement with Properties' activities
is, however, a matter in dispute. Appellant alleges
that Mr. Myles was engaged in such aspects of Properties'
operations as: (1) initiating and reviewing cattle
purchases, sales, and bulk feed purchases; (2) management
level decisions pertaining to the vineyard; and (3)
decision making with regard to the care, harvesting, and
production of the plum ordhard. Respondent, on the other
hand, argues that the record on appeal indicates that Mr.
IYyles' involvement in Properties' various business
endeavors was minimal. Specifically, respondent notes
that the contracts concluded between Properties and the
aforementioned management firms reveal that those com-
panies, not Mr. Myles, were responsible for all decisions
pertaining to the interests they were hired to manage.

:o

Appellant concluded that it was engaged in a
single unitary business with hlyles and Properties during
the years on appeal. Consequently, it computed the
affiliated group's income for those years in accordance
with California's combined reporting.and apportionment
of income procedures. The significant losses resulting
from Properties' activities were offset against appel-
lant's substantial profits. In 1974, Properties' loss
was $429,039; appellant's profits totaled $554,363. The
subsequent year, appellant's $338,511 profit was offset
by Properties' $250,569 loss.

Upon audit, respondent determined that Proper-
ties' diverse business activities were neither unitary
with each other nor with those of any of the other
members of the affiliated group. In accordance with
that determination, and in view of the fact that all of
the affiliated group's other business activities were
pursued entirely within California, respondent concluded
that the loss resulting from the Texas cattle operation
was to be determined by separate accounting and that use
of California's combined reporting procedures was
inappropriate for determining the franchise tax liability
of the affiliated group's other business activities.

When a taxpayer derives income from sources
both within and without California, it is required to
measure its California franchise tax liability by its,
net income derived from or attributable to sources
within this state.I'

*
(Rev. & Tax. Code, 5 25101.) If the

taxpayer is engaged in a unitary business with an.affil-
iated corporation or corporations, the amount of businesc;

-x95-



Appeal of Myles Circuits, Inc.-___--_^I___-- ---.-.-

income attributable to California sources must be deter-
mined by applying an apportionment formula to the total
income derived from the combined unitary operations of
the affiliated companies. (Se,e Edison California Stores,
Inc. v. McColqan, 30 Cal.2d 472 TmP.Zd_'i'6rT841r
m DeeGmCo. v. Franchise Tax Board, 38 Cal.2d 214
[238 'P.2d 569]-rml), app. bism., 343 U.S. 939 [9EN L.Ed.
13451 (1952).)

The California Supreme Court has determined
that a unitary business is definitely established by the
existence of: (1) unity of ownership; (2) unity ofi
operation as evidenced by central purchasing, advertis-
ing, accounting, and management divisions; and (3) unity
of use in a centralized executive force and general
system of operation. (Butler Bros. v. McColgan, 17 Cal.--._2d 664 [ill P.2d 3341 (m), afyx, 31!?.>01 186
L.Ed. 9911 (1942).) The Supreme Court has also held
that a business is unitary when the operation of tke
business within California contributes to, or is depen-
dent upon, the operation of the business outside the.
state. (Edison California Stores, Lc:- v. McColgan,_-._ _-._--
supra, 30~~~~8~~ These principles have been
reaffirmed in later cases. (Superior Oil Co. v.-__ -___-_-
Franchise Tax Board, 60 Cal.2d 407[34 Cal.Rptr. 545,
~o~~~~'TT9~; Honolulu Oil Corp. v. Franchise Tax
Board, 60 Cal.2d 417 ~~l-da~~~~-!?~~  386>mrcI]-
V-=-Q.)

:
! :

The existence of a unitary business may be
established if either the three unities or the contribu-
tion or dependency test is satisfied. (Appeal 0f.E'. \L
Woolworth Co., Cal. St. Bd. of Equal., JulyT;-fgi2;
wrofb%!%wning Manufacturing (ZZLr___et. al., Cal. St.
iid.

.-- -_.--
of Equal., Sept. 14'1972; Appeals OF the Anaconda

tZompgfly;et:al., Cal. St. Rd.-orEqual.----~~ay-~f;-~~2.)
---%i-concludlngxat  it was engaged in a single unitary

business with Myles and Properties, appellant relied
cpon the following'factors: common ownership; certain
?ntercompany transactions; intercompany financing; an
tlltegrated executive force which controlled the major
xl icy deci sions of the affiliated corporations; and
c:ommon professional advisors.

Respondent, as previously noted, argues that
the only non-California activity pursued by the affili-
.Y\ !-ed group, i.e. , the Texas cattle operation, was not
i:.initary with any of the affiliated group’s other bc.siness
1::ndeavors  under  e i ther  the  three  unit ies  or  the  contribu-
t.ion or dependency test. Since, d u r i n g  the years in

-196-



Sal of Myles Circuits/ Inc._ll-____l-__---.-.&..-lW-

,m

issue, a taxpayer qualified to report its income under
California's combined reporting procedures only when it
was engaged in a unitary business both within and without
this state, respondent maintains that it properly deter-
mined-that the affiliated group did not qualify to file
a combined report.

Prior decisions of this board have upheld the
position taken b.y.respondent  that corporations engaged
solely in intrastate businesses have no inherent right
to file a combined report merely because they are carry-
ing on what would be regarded as a unitary business if
it were a multistate operation. (Appeal of E. Hirsch-
ber
ZBS

Freeze Drying, Inc., Cal. St. Bd. of Equal., Oct.
T!%rAFp%?aTz'*KxLighting  and Manufacturing Co.,

Ink., Cal.-St.
-_--Bd~df-Equal~S_-j_~~~~~VT~Apheals of

Pacifi.c Coast Properties, Inc., et. al., Cal. St. BdTof--.--Equa~ov. ~~?9~j-??i??-a~citeb decisions are
buttressed by Handlery v. Franchise Tax Boas, 26 Cal.-1-u .--.-_-----App.3d 970 [103 Cal.Rptr. 4651 (1972), which held that
the unita,ry business concept is applicable only with
respect to interstate operations. Consequently,
corporations engaged solely in intrastate business
activities have no right

V
at least for income years

beginning prior to 1980,- to file a combined
report and be treated as a unitary business, even though
they would have been considered as such had the business
activities been interstate.

._-_._.....  p.‘- _._'-r;7_Sectlon zs"lTl.15 of the Revenue and Taxation Code,
gnacted by chapter 390 of the 1980 Statutes, permits
intrastate "unitarya businesses to file combined reports
for income years beginning on or after January 1, 1980.
Consequently, it is of no assistance to appellant here.
Section 25101.15 provides:

If the income of two or more taxpayers is
derived solely from sources withi.n this state
and their business activities are such that if
conducted within and without this state a
combined report would be required to determine
their business income derived from sources
within this state, then such taxpayers shall
be allowed to determine their business income
in accordance with Section 25101.
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0
In view of the above d i s c u s s i o n ,  t h e  s o l e

is whether the operationissue presented by this appeal
o f  appe l lant , Myles,  and Properties (herein collect.ively
referred to  as “the  a f f i l i a ted  group”)  c ons t i tu ted  a
single  unitary business .1 .’

T h e  C;\ct that the affiliated group wac; e n g a g e d
in  a numljer ot rlifferent t y p e s  o f  b u s i n e s s e s  d o e s  not,
per- se, requil:e a determ%nation  that ‘the aff iliatetl
group was not engaged in a single unitary business.
(See  Appea l  o f  ‘4ynn Oil.Companx, Cal .  St .  Bd.  o f  Equal . ,_--w__.  L ,_u_
Feb. 6,

----__I
1980;  e.ppeal ,of Hunt Foods.and Industr ies I n c . ,T-w I_-_._LI_l .--_-&P

Cal .  S t .  Bd. o f  Equa l . ,  Apr i l  5 ,  1965 . ) However, 1.n
o rder  t o  p reva i l  in  i t s  c ontent i on  that  the  a f f i l i a ted
group const i tuted a  s ingle  unitary business ,  appel lant
must produce sufficient evidence to show that in
substance the unitary factors present demonstrate t.he
e x i s t e n c e  o f  a s ing le  in tegra ted  economic.unit. (P.,ppeal
of Ho_l~ywood Fi lm Enterprises ,  Inc . ,  Cal . .  St .  ‘Hd. elf
Equal . ,

_I-_-.-._--_--_-
March 31, 1982; CT,---------Appeal o f Saga Corporation,

decided this date. )
_-__-------_-_I_-_-.__I_._.-

As previously noted, f o r  the  a f f i l i a ted  group
to have qualified to fi le combined reports for the ‘income
years  in  i.ssue, i t  i s  i m p e r a t i v e  f o r  t h e  T e x a s  c a t t l e
oper.ation to  have been unitary with the af f i l iated
group’ s California business  act iv i t ies  under  e i ther  the
three  un i t i e s or the contribution or dependency test.
Upon careful. review of the record on appeal, and for the
speci f i c -reasons  set  forth below,  we conclude that
respondent correctly determined that the Texas cattle
operation was not unitary with any other aspect .of the
a f f i l i a t e d  g r o u p ’s  v a r i o u s business  act iv i t ies  and that ,
ac cord ing ly , the af f i l iated group did  not  const i tute  a
unitary business and was not qualified to file combined
reports pursuant to California’s combined reporting and
apportionment of income procedures,,

The record on appeal  reveals  that’,  init ial ly ,
appellant was unaware that the affiliated group was not
el ig ib le  to  f i le  combined reports  for  the  years  in  issue
unless the group was conducting a unitary business *plith-
in and’without  Cal i fornia. In a letter to respondent
dated January 27, 1978, appellant emphasized that it was
“not  re ly ing on the  Texas  [catt le ]  ‘operat ion as  the  basis
fZr?a u n i t a r y  f i l i n g . ” In view of the. fact that the
a f f i l i a ted  group  was  eligi.ble to  f i le  combined rcpozts
only  i f  the  catt le  operat ion was unitary with any oE its
o ther  bus iness  a c t i v i t i e s , appellarit’s s t a t e m e n t  e f f e c - 0_’

t ively  undermines  i ts  posi t ion here . L’urthermore,

-198-



Appeal of Myles Circuits, Inc.--_-I-_-_ _.&L-p--a.---.-

0

appellant's representative acknowledged at the oral
hearing on this appeal that ,he was previously unaware of
the requirement that the affiliated group be conducting
a unitary business within and without this state in order
for it to be eligible to file combined reports for the
years in issue.

Originally, appellant relied upon the purported
existence of various "unitary" factors to demonstrate
that the affiliated group's California activities were
unitary. While appellant presented a considerable amount
of evidence for the purpose of demonstrating that those
activities were dependent upon, or contributed to, each
other, such evidence is, as discussed above, irrelevant
under the circumstances of this appeal.

Subsequent to the oral hearing on this appeal,
appellant altered its original position and attempted to
demonstrate that the Texas cattle operation was unitary
with the affiliated group's other business activities.
Towards that end, appellant supplied extensive documen-
tation pertaining to the affiliated group's operations,

0
especially those engaged in by Properties. The documen-
tation provided by appellant, however, actually refutes,
rather than supports, its claim that the Texas cattle
operation, the affiliated group's only non-California
business activity, was unitary with any of the affiliated
group's other operations.

The management contract which Properties
concluded with Stratford, and which appellant has
acknowledged was adhered to by both parties, indicates
that Properties' cattle were managed by Stratford which
had broad discretion to purchase, brand, feed, care for,
and sell the cattle to which Properties retained title.
Stratford maintained and supplied the pasture, feed
lots, feed, and employees needed to conduct the cattle
operations. Furthermore, the management company insured
the cattle against loss, contracted with outsiders as
needed, and maintained the records of the business.
Finally, Stratford warranted that it was equipped and
skilled to conduct the cattle business and guaranteed
Properties a ninety percent re,turn on its equity invest-
ment of $300,000. It is inconceivable that Stratford
would have made such a guarantee had it not exercised
the virtually complete control granted it under the
cattle service contract. Despite appellant's assertions,

/
*

the record is virtually devoid of any evidence establish-
ing a unitary relationship between the Texas cattle oper-
ation and any of the affiliated group's other business
activities.
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Appellant has argued that the financing it
e.xtended to Properties, thereby enabling the latter to
invest in the Texas cattle herd, is convincing evidence
that the affiliated group constituted a single unit.ary
business. This board has previously held, however, that
inter-business financing is not enough to mandate a
finding that otherwise unrelated businesses are uni,zary.
A(;i,oF;Eimco, Incorporated, Cal. St. Bd. of Equa1.-,.

4.) There is no reason to reach a different
conclusion here. ,
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O R D E R  ;-----..-
,* Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and'good cause
a@pearing therefor,

IT IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on
the protest of Myles Circuits, Inc. against proposed
assessments of additional franchise tax in the amounts
of $49,693 and $23,721 for the income years ended
September 30, 1974 and 1975, respectively, be and the
same is hereby sustained.1

Done at Sacramento, California, this 29thday
of June I 1982, by the State Board of Equalization,
with Board Members Mr. Bennett, Mr. Dronenburq and
Mr. Nevins present.

.WilliamM. Bennett'-___-_.__.-.____C_.__._.__I-^___,__ , Chairman

.Ernest'iJ. Dronenburg; Jr..-__-_-__- ___~&__I__ _._.~_ _._-.- , Member

_ Richard, Nevins--._--______.-____._--_._.-._._._~_____ , Member

-L-~,~.-_~~~~-,~~.~~-.-.~~~-.~~~-~~ , Member

, ----_-__~~~.~~.~_-.,,~~~L--,,.,_,,., , Member

-2OL


